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Introduction
It is well known that one particularly costly manifestation of the agency conflict between shareholders and managers is a bad acquisition (see, for example, Jensen, 1986) . Recently, Masulis, Wang and Xie (2007) present evidence that acquisitions that destroy the most bidder value are made by managers who can be considered partly entrenched. In this paper, we ask how partly-entrenched managers destroy value in their acquisitions. Specifically, we study the types of acquisitions they make with respect to the target's attributes, the method of payment, and the synergies created.
We find that a significant portion of value-destruction comes from entrenched managers' avoidance of private targets, and from their attempts to preserve their position of entrenchment.
Prior research, such as Chang (1998) and Fuller, Netter and Stegemoller (2002) , has shown that acquisitions of private targets are generally value-increasing, while those of public targets are more likely to be value-decreasing. Most evidence points to the capture of the illiquidity discount (see Officer, 2007) and to the creation of a monitoring blockholder in an equity-based transaction, as discussed in Chang (1998) and Fuller, et al. (2002) . Additionally, an equity offer for a private company is effectively a large private placement, and carries similar scrutiny and certification effects (Moeller, Schlingemann and Stulz, 2007) . We find that when entrenched managers do target private companies, they are more likely to use cash. While we can never perfectly assign motivation, paying cash has the effect of avoiding both scrutiny and the potential creation of a blockholder. We also find that entrenched managers prefer not to use stock when acquiring public firms with large blockholders. Nonetheless, even controlling for the form of the target, entrenched managers make worse acquisitions, so target form is not the whole explanation.
We next examine synergies and overpayment across acquisitions. All value destruction involves overpayment. The question we ask is whether entrenched managers select low synergy targets in the first place, or select high or normal synergy targets, but simply pay too much for them. The post-merger operating performance for acquisitions by entrenched managers is worse than for others, suggesting that poor target selection, as opposed to simply overpaying for good targets, explains the value destruction.
We also examine premiums paid by entrenched and non-entrenched managers. Notably, on average entrenched managers pay lower premiums than non-entrenched managers. Thus, the net effect of paying somewhat lower premiums for much worse targets is value destruction. Some evidence suggests that the higher premiums paid by non-entrenched managers are justified by greater synergy creation.
We conduct a variety of robustness checks. We use the Bebchuk, Cohen and Farrell (2009) Entrenchment Index instead of the GIM-index. We also confirm that poor governance is not simply picking-up older, mature, low-growth firms. Finally, we address endogeneity concerns.
Our results remain robust and our inferences are unchanged.
The paper contributes to the literature in several ways. First, we show that entrenched managers select targets and methods of payments differently from non-entrenched managers in ways that are consistent with trying to preserve their entrenchment. Specifically, they are less likely to pay stock for private targets, or for public targets that have significant blockholders, implying an attempt to preserve entrenchment. Second, we show some collateral support for the idea that stock acquisitions of private targets create a monitoring blockholder. Specifically, we show that the benefits of stock acquisitions of private targets increase with deal size (and thus, increase with the potential size and power of the monitoring blockholder). Third, we establish that the source of value destruction goes beyond simply overpaying for good targets-rather entrenched managers select targets that yield low synergies.
The paper proceeds as follows. In the next section we develop the hypotheses. We follow with a description of the sample in section 3. Section 4 presents the empirical results and Section 5 describes some robustness tests. Section 6 concludes.
Hypotheses development
Acquisitions are a well-established point of potential agency conflict between managers and shareholders. The potential for value destruction will be greater when the agency conflict is not well-controlled. In keeping with this, early work by Byrd and Hickman (1992) shows that firms with outsider-dominated boards make better acquisitions than those with insiderdominated boards. Recently, the GIM index (Gompers, Ishii and Metrick, 2003) has been proposed as a direct measure of managerial entrenchment because it aggregates antitakeover provisions. Further, even ignoring a direct entrenching effect of the provisions, a preponderance of these provisions at a firm likely indicates a generally self-serving approach by management and an accommodating board (see e.g., Davila and Penalva, 2006) . As such, the GIM index serves as an indicator of firms where agency problems are most severe. Masulis et al. (2007) provide evidence consistent with the hypothesis that high GIM-index firms (so-called dictators) engage in value-destroying acquisitions on average, even controlling for a wide variety of firm and event characteristics. Our goal is to explore the source of this value destruction. In doing so, we test the following hypotheses.
Target selection:
There is a continuum of entrenchment. Even if a manager is relatively entrenched, that does not mean that there is no action he/she could take that would weaken his/her position. On the contrary, such a manager will actively seek to maintain his/her level of entrenchment. Thus, 'entrenched' managers may promote investments that increase (or at least do not decrease) their level of entrenchment. Target selection is one way to do this.
Avoiding private targets helps entrenched managers to preserve their entrenchment and avoid further internal scrutiny. When a bidder buys a private target with stock, particularly one that is non-trivial in terms of relative size, it creates a large shareholder because the ownership of the private firm is concentrated. This large shareholder then has the ability and motivation to monitor bidding management going forward. Chang (1998) and Fuller et al. (2002) find evidence consistent with this, showing that, in contrast to the case of public targets, bidders using equity to buy private targets receive higher announcement returns on average. Entrenched managers prefer to avoid any additional monitoring and so would not acquire a private firm using equity. A solution is to effect the acquisition with cash. However, if they do not have sufficient cash on hand, they would need to turn to external capital markets for financing, at which point they would be subject to similar monitoring and/or scrutiny. The net effect would be fewer private targets overall, with a preference for cash payment when private firms are targeted.
Another, complementary hypothesis regarding private targets comes from the certification effect that a company receives when an informed investor accepts a large placement of the company's shares. This certification effect is similar to that in the private placement literature by Hertzel and Smith (1993) and is confirmed in the case of acquisitions by Moeller, Schlingemann and Stulz (2007) . Specifically, in the case of a private target, the target will only accept bidder shares if the CEO in the target has access to private information, and is comfortable with the bidder's economic situation and with changes in the float. Such scrutiny would not be welcome by a dictator bidder and the resulting certification would be less valuable as well.
Under-targeting private firms has negative consequences for bidder shareholders as extant evidence shows that acquisitions of private targets are value-creating and those of public targets are value-destroying, on average (e.g. Chang, 1998; Fuller et al., 2002) . Officer (2007) shows that premiums for private targets are significantly lower than are those for similar public firms, owing to the value of providing liquidity to the private target's owners. Specifically, acquisitions of unlisted targets involve an illiquidity discount. Here, the acquirer pays a lower acquisition premium (a) to compensate for the illiquidity of the asset, (b) to compensate for the opacity of the target, and (c) because the unlisted target takes liquidity as a form of nonpecuniary payment (following Capron and Shen, 2007; Faccio, McConnell, and Stolin, 2006) .
Thus, under-targeting private companies would explain part of the average value-destruction by entrenched bidders.
Avoiding public targets that have blockholders can also reinforce entrenchment. Prior literature suggests that large blockholders monitor managers through actions such as voting at shareholder meetings (Agrawal and Mandelker, 1990; Chen et al, 2007; Aggarwal et al, 2011) . If managers use stock to acquire a target that has a large blockholder, then they may risk importing a large blockholder to the merged firm. Thus, entrenched managers would avoid using stock to acquire a target that has a large monitoring blockholder.
Pure overpayment: Entrenched managers are more interested in completing the deal than in maximizing bidding shareholder value. Whether it is due to empire-building incentives or defensive acquisition incentives such as those described in Gorton, Kahl and Rosen (2009) , entrenched managers interested in preserving and extending their private benefits of control would be willing to overpay for target assets. This leads to the overpayment hypothesis: entrenched managers overpay for their targets (which may otherwise be similar to targets of unentrenched managers), thus destroying value.
Low synergies:
A related hypothesis is that entrenched managers choose targets with which their firm has low (or no) synergies. This is still overpayment in the sense that any premium for a no-synergy target is overpayment, but specifically focuses on the lack of synergies, as opposed to overpayment for a firm with an average amount of synergies. The lack of synergies could be due to a poor match because entrenched managers are more interested in empirebuilding than value creation. Alternatively, or in combination, it could be that entrenched managers lack the skill to exploit potential synergies that do exist.
Sample
The initial sample includes 3,935 takeovers made by US acquirers of public, private and subsidiary targets from 1990 to 2005. The sample includes 27 cross-border deals. The takeover sample is from SDC Platinum's Mergers and Acquisitions database. We follow Masulis et al. (2007) by imposing the following sample requirements:
The acquisition must be completed;
(ii) The bidder must own less than 50% of the target before the acquisition and 100% after;
(iii) Transaction value must exceed $1 million and at least 1% of the bidder's market capitalization 11 days before the announcement;
(iv) The bidder must have accounting data on Compustat and stock data on CRSP for 210 trading days before the announcement;
(v) The bidder must have Investor Responsibility Research Centre (IRRC) governance data.
The IRRC database (now part of RiskMetrics) primarily contains large S&P 500 firms that constitute over 70% of US stock market capitalization (Bebchuk et al., 2009 ). However, post-1998 IRRC publications now include smaller firms. The IRRC has published data in 1990, 1993, 1995, 1998, 2000, 2002, and 2004 . We assume that firms maintain the previous publication's provisions in between publication dates (following Gompers et al., 2003; Masulis et al., 2007) . 1
Because of our focus on the paths to value destruction for entrenched managers, we categorize our acquirers into democracy or dictator categories based on their GIM-index (where a firm with ≥ 10 antitakeover provisions is a dictator). For robustness, we categorize democracy and dictator based on the extremes of GIM and find our inferences are unchanged (see Section 5).
We also impose the condition that a firm must have a non-classified board to be considered a 1 The results are qualitatively similar if we use the subsequent publication's data to back-fill the governance indices.
The results also hold if we constrain our sample to include only larger firms for the full sample period, i.e., those that belong to the S&P 500 index.
democracy. We also separately considered simply using the presence of a classified board to proxy for entrenchment and self-interest. While the classified board is a simple measure, it is also a blunt proxy for agency problems as it is present in approximately 63% of firms and only protects against one type of disciplinary action, a proxy fight. Nonetheless, we wanted to see how well a very simple, easily calculated measure would perform compared to the more complex GIM index. Using this simple, blunt measure produces results that are largely consistent with those reported in the paper, as well as usually significant, but they are also weaker (not tabulated). Table 1 presents the time series of mergers, broken-out by democracy and dictator acquirers. Table 1 shows a gradual increase in activity during the early to mid-1990s, with significant increases in both the number of transactions and the size of the acquiring firms in the late 1990s. The mean and median relative transaction size does not decrease as the acquirer size increases, indicative of the large deals seen at the end of the 1990s. Notably, the large differences in mean and median values reflect the existence of some very large bidders and deals. While initially dictator bidders are larger on average than democracy bidders, the relation begins to reverse in 1994. Democracy firms were slower to join the 1990s merger wave than were dictator firms. The announcement returns for dictator bids turn negative earlier and are more consistently negative than for democracy bidders. However, the results for the 1999 to 2001 period do confirm conclusions from other studies such as Table I ) that many bids made then were value-destructive. proposition that a preponderance of ATPs is a reasonable proxy for managerial entrenchment (Goyal and Park, 2002; Yermack, 1996; Datta, Iskandar-Datta, and Raman, 2001; Core and Guay, 2002) . Table 2 documents the deal characteristics, revealing several differences between dictator and democracy deals. Dictator deals are less likely to be high-tech, but are more likely to be diversified or conglomerate in nature. Dictator managers are also much more likely to be serial acquirers. Nonetheless, the data on premiums shows that dictator firms actually pay lower premiums on average than do democracies. Table 3 provides some initial insight into the roots of dictator bidder value-destruction. In the first row, we confirm the general result, found in Masulis, et al. (2007) , that announcement returns (CARs) are lower for dictator firms. Broken-out by target form, the data reveal several important facts. Compared to democracy firms, dictator firms earn positive, but smaller CARs on private and subsidiary targets. They earn negative, but similar CARs on public targets. While these findings may not provide convincing support for the monitoring or certification hypotheses, since arguably one might expect dictators to generate larger returns when they buy private targets, particularly with stock, univariate statistics tend to obscure underlying relationships with other characteristics. For example, the target's size relative to the bidder is important in conveying additional monitoring benefits. There are many untabulated differences in the characteristics of dictator and democracy targets, including the fact that the average private target of a dictator is smaller than that of a democracy bidder. While multivariate CAR regressions are the appropriate place to sort-out these differences, we can confirm that returns to dictator private deals financed with stock increase in relative size. For example, increasing relative size from the 1 st quartile to the 4 th quartile increases CARs to dictators from -0.74% to 6.68% (untablulated). For democracies, the relevant increase is 1.74% to 4.52%. We show later in our multivariate CAR regressions that after controlling for other factors, dictators generate significantly higher CARs when they undertake larger private deals paid for with stock. The economic magnitude is also large, so while monitoring benefits are not the whole story, the market's reaction is consistent with its importance.
Results

Panel C of
The frequencies denoted in brackets also reveal that the targets of dictator firms are less likely to be private than are the targets of democracy firms (32% vs. 39%) and more likely to be public (34% vs. 31%). Thus, the general result that dictator firms destroy value on average is due to a combination of choosing generally value-decreasing public targets more often and to creating less value when choosing private and subsidiary targets.
We can gain more insight by comparing the frequencies broken-out by target form and method of payment. One notable finding is that dictator firms are more likely to use stock for public targets, but are less likely to use stock for private targets. Fuller, et al. (2002) hypothesize that the generally higher returns for acquisitions of private targets with stock are due at least partly to the creation of a blockholder. Dictator bidders' preference for cash is consistent with entrenched management's desire to avoid creating a new monitor (but is not conclusive). It is also consistent with avoiding or not valuing the scrutiny and certification of what is effectively a large private placement. In later multivariate analysis, we further explore the facts that compared to democracy firms, dictator firms show a preference for public targets and are much less likely to use stock when paying for private targets. We further examine whether they show a preference for avoiding blockholders in general.
Univariate results are at best suggestive, identifying characteristics that must be included in the multivariate analysis to come. The picture that emerges is that dictator acquirers tend to be more mature, with lower q's, higher leverage, and higher free cash flows. Combined with their high antitakeover index and board and compensation characteristics, the potential for significant agency problems exist. Table 1 shows that dictator acquirers are more active in general, and Table 2 shows that they disproportionately under-target private firms. When they do target private firms, they are less likely than democracy acquirers to use all stock as consideration. This has the effect, intended or not, of avoiding scrutiny and/or the creation of a blockholder through the transaction.
Likelihood of bidding
The univariate results in Table 3 suggest that the targets of dictator bidders are shifted toward public rather than private status. Here we examine target choice in a multivariate setting to explore that observation further. Specifically, we estimate a double-sided tobit (censored at 0 and 1) to explain the proportion of future targets that are public (or private or subsidiary) for a given bidder at a point in time. We control for bidder characteristics that should influence the decision as well as the public status of the bidder's prior targets. We estimate the tobit as the second step of a two-step Heckman procedure that controls for the selection inherent in a bidder choosing to bid again at some point in the future. 2 The results are presented in Table 4 .
Column 1 shows that the observation from the univariate results does indeed carry-over to the multivariate setting; dictator firms have a significantly lower fraction of private targets, all else equal. Columns 4 and 5 shed some light on this result. The proportion of private targets paid for with cash is not abnormally low for dictator bidders, but the proportion paid for with stock is.
While we cannot conclusively determine the motivations of dictator bidders, this set of results is consistent with the conjecture that entrenched managers are less likely pay stock for a private target so as to avoid creating blockholders or undergoing scrutiny from the target owners. The results remain significant if we use higher values of GIM to identify dictator firms.
To further examine whether entrenched managers behave as if they wish to avoid blockholder monitoring, in panel B we examine public targets with existing blockholders. Even 2 The selection equation controls for the dictator dummy (that the GIM index exceeds 10); the bidder's industry concentration (Herfindahl-Hirschman index); cash holdings/assets ; the number of previous deals; the natural log of the firm's market value of assets; book leverage; whether the prior deal was friendly; the bidders PRIV; and, the Officer (2007) proxy premium paid for the prior acquisition.
though the ownership of some of these blockholders could drop below the blockholder level after the acquisition, their willingness to become a blockholder reveals that they are more likely than other shareholders to be activist (see Aggarwal et al, 2011) , something an entrenched manager would prefer to avoid. In our tests in panel B we estimate the likelihood of targeting a firm with a blockholder. The interaction variable for dictator paying with stock is negative and significant,
indicating that entrenched managers are less likely to use a stock swap to acquire a target with a blockholder. Likewise, the interaction for dictator and all cash payment is positive and significant. Again, while it is impossible to assign motivation, we note that the results for method of payment in private targets and for public targets with blockholders is consistent with blockholder-avoidance. These results are broadly consistent with Bertrand and Mullinathan 
Announcement returns
We move to an analysis of the value creation or destruction by different types of bidders by estimating a specification to explain the bidder's stock price reaction to the acquisition announcement. We use 5-day CARs measured from days -2 to +2, where t=0 is the takeover announcement day. The CARs are measured as the return in excess of that predicted by a market Jensen (2005) proposes that the existence of overvalued or highly valued equity could give rise to value-destroying acquisitions. Following the approach in Dong et al. (2006), which is similar to that used by Rhodes-Kropf et al. (2005) and Lee et al. (1999) , we also include a measure of overvalued equity, price-to-residual-income value (PRIV). 4
The results in Table 5 show that dictators have lower announcement returns, consistent with the results in Masulis, et al. (2007) . In untabulated results, we also find that the dictator dummy is negatively significant in the public-only and non-public samples. As in prior literature,
we also show in model (2) Consistent with extant findings on public samples, the results also show that higher bidder q, higher bidder leverage, and bids by smaller firms are greeted more positively by the market, while public and friendly bids, and those with overvalued equity (PRIV) are more valuedestructive.
One concern with using announcement returns is that they incorporate the stock market's assessment of more than just the value of the acquisition to the acquirer. For example, they also include a reassessment of the standalone value of the bidder, possibly reflecting the implication that internal growth opportunities are not as valuable as had previously been believed. We take two approaches to mitigate this inference problem. First, we repeat the analysis excluding the first acquisition made by a given bidder. Although we try to control for the fact that high GIMindex firms also tend to be maturing firms, it is possible our controls are incomplete. Under the assumption that most of the information about the state of the bidder's internal growth opportunities is revealed at the announcement of its first bid, dropping the first bid from the sample will provide a cleaner measure of the bid's effect on the bidder's value. When we do so, the inferences are unchanged.
The second approach we take is to examine the post-acquisition performance directly.
This performance should be more specifically related to the advisability of the deal. We discuss those results, presented in Table 6 , in the next section.
In additional specifications (models 4 and 5) reported in Table 5 , we include a measure of the premium using the method developed in Officer (2007) , allowing us to include all targets, whether public or not. If we could completely control for potential synergies in our regressions, then a higher premium would always be bad for the acquirer, as it would unambiguously represent less value captured. However, assuming that we cannot perfectly control for synergies, then in the cross-section, higher premiums may also be associated with higher total synergies. In that case, the coefficient on premium would capture the net effect of two opposing forces: a larger synergy pie to be divided and a smaller piece for the acquirer. If we find a uniformly negative coefficient on premium, then the synergy effect is either not present or too small.
Alternatively, if we find that the coefficient on premium is negative for dictator firms and not for democracy firms, then it suggests that the effect is there in general, but that higher premiums are more often associated with loss of value for dictator bidders on net, than they are for democracy bidders on net.
The coefficient on premium in model (4) is significantly negative, indicating that the market views higher premiums by managers as overpayment. Interacting the dictator dummy with premium (model 5) indicates that the market views premiums paid by dictators as overpayment. At the same time, the coefficient on premium in this model is insignificant, such that the market views higher premiums paid by democracy managers as appropriate compensation for higher synergies. Although there are problems with using the actual premium in announcement return regressions, we repeat the test with actual premium (rather than proxy premium) and our inferences are unchanged (untabulated). The negative relation between premiums and announcement returns is consistent with both the pure overpayment and lowsynergy hypotheses. In order to distinguish between the two hypotheses, we will examine postmerger operating performance in the next section.
Synergies
In Table 6 , we continue to examine the hypothesis that, despite paying lower premiums on average, dictator firms are still overpaying because they have low synergies with their targets. In Panel A, we examine combined bidder and target announcement returns to assess total synergies (value creation) in the mergers. The results show that on average the public deals in our sample do create value in that they have net positive synergies: the mean combined CAR is 0.9% and the median is 0.4%. 6 When we break these out by whether bidder management was entrenched or not, we see that combined CARs for dictator firms are much lower than those for democracy firms. In fact the median point estimate is negative for the dictator firms. Conversely, democracy bidder combined CARs are positive and greater than 1%. The differences between the market's (2004), who find a combined CAR of 1.352%. An explanation is that our acquirers must have IRRC data, and so are larger on average than acquirers in their sample. Supporting this, they report a combined CAR of 0.70% when they restrict their sample to bidders whose market capitalization is in the top 75% of NYSE firms.
worse performance for dictator firms in the first place along with a worsening of performance after the merger.
Due to the pre-existing difference in performance between democracy and dictator firms, in Table 7 (Panel A) we control for pre-merger performance in a regression setting similar to Healy, Palepu and Ruback (1992) . In Panel B we also include controls for the size and book-tomarket of the acquirer, as well as the method of payment, attitude of the deal and whether the target and acquirer are in related industries. In this type of regression, the constant captures the abnormal performance change from before to after the merger. The democracy firms show a significant increase in performance following the merger. The performance of dictators is insignificantly different from that prior to the merger. When we nest the samples so that we can test for differences in post-merger performance in democracy vs. dictator firms, we find that the coefficient on the democracy indicator is significantly positive. Panel B reports the models with pre-merger industry-adjusted performance and other controls. Here the results indicate that dictator bidders significantly underperform post-merger, but democracies do not.
While dictator firms overpay for their targets, the findings are also consistent with the low synergies hypothesis-dictator firms choose targets with below average synergies, but do not pay a low-enough premium for them. Both the announcement returns and post-merger operating performance reflect this. These results are also consistent with those found for overvalued-stock acquisitions by Fu, Lin and Officer (2010) . Specifically, they find that when the bidder's stock is potentially overvalued, the post-merger performance is poor, leading them to conclude that these acquisitions are characterized by a lack of synergies.
Robustness
Are we truly picking-up a governance effect?
We repeat our analysis substituting different measures in place of the dictator dummy variable: the continuous GIM index, the continuous "Entrenchment Index," from Bebchuk, Cohen and Farrell (2009), and dummy variables set to one when the GIM index is greater than or equal to 11, 12, 13 and 14, the entrenchment index is greater or equal to 3, 4 and 5, or the firm has a poison pill. In all cases, the inferences remain the same. We also attempt to control further for the concern that entrenchment simply proxies for low growth in the announcement return models by splitting the sample using quartile and median Tobin's q, market-to-book, and firm age. We find that the negative relation between entrenched management and acquirer returns is not simply a low-growth effect.
Are the results robust to backdoor listings?
A backdoor listing occurs when a takeover deal is structured in such a way that the 'true' acquirer in a private equity deal is actually the private target and not the observed public bidder.
The objective in such deals is to secure a public listing without dealing with the formalities and expense required for a formal listing. It is not clear whether such deals exist in our sample, but if they do, it might explain why private deals generate higher CARs because bidders (i.e., private target firms) would have to pay a (listing) premium. If dictators do more of these deals, it might also explain why they generate higher CARs for larger private stock swap deals, as reported in Table 5 . It is likely that private firms undertaking these deals would be larger, so one way to control for this effect would be to exclude large relative size deals. The maximum relative size deal in our sample is 1.15, and only 57 deals have a relative size of greater than 1. Of these 57 deals, dictator's account for 26, however only 3 of these are private deals, with none involving a stock swap. If we reduce the relative size requirement to 0.5 or 50%, this increases the dictator private deals sample from 3 to 20, however, only 2 of these are financed by stock.
Endogeneity concerns
One concern with using proxy or actual premiums in our announcement returns analysis is that premiums may be endogenous with respect to announcement returns and other variables in the regression model, including firm size, multiple bidders and method of payment. Also, there may be collinearity problems when premium is included in the model given that it is positively correlated with other variables, including firm size, relative size, Tobin's q and overvaluation (PRIV). To address these concerns we employ instrumental variables using a generalized method of moments (GMM) regression approach (see Hansen, 1982) . The results from the GMM regression models are consistent with those reported in Table 5 . Specification tests related to over-identifying restrictions (Hansen's J) and the validity of the instruments used (Stock-Wright S-statistic) indicate that these are not significant concerns for our GMM models.
We also examine endogeneity concerns related to possible omitted variables in our acquirer announcement returns regression models. Endogeneity arising from omitted variables could be a problem if an omitted variable explains the correlations between premium and acquirer returns. Masulis et al. (2007) examine the impact of managerial quality on their findings, since conceivably the observed correlation between ATPs and returns could be driven by low quality CEOs, who adopt ATPs to entrench themselves. If low quality CEOs also overpay for acquisitions, this could explain the correlation between takeover premium and acquirer returns.
For completeness, we re-estimate our models reported in Table 5 , including a proxy for CEO quality, measured as industry-adjusted operating income growth over the 3 years prior to takeover announcement. In untabulated results we find a highly significant and positive correlation between CEO quality and acquirer returns, supporting the contention that quality CEOs make more profitable acquisitions (Morck, Shleifer and Vishny, 1990) . The GIM dictator dummy remains negative and significant as reported in Table 5 . Further, premium remains significantly negative for dictators only, indicating that CEO quality does not appear to drive the correlation between premium and acquirer returns. The other variables also remain largely unchanged to those reported previously.
Discussion and conclusion
We explain why acquisitions by entrenched managers destroy value. Masulis et al. (2007) show that the market reacts negatively to takeovers by entrenched managers. We examine the drivers of this negative reaction and find several.
Dictators prefer to avoid acquisitions that risk reducing their level of entrenchment. Thus, they are less likely to acquire private targets using stock (thereby avoiding scrutiny and the creation of a monitoring blockholder). Further, when dictators acquire public targets they are less likely to pay stock for targets that have a significant blockholder, thereby avoiding the imposition of a monitoring institutional shareholder. Both results suggest attempts by dictators to reinforce their entrenchment and avoid additional monitoring.
Dictators also tend to overpay and select low-synergy targets. Post-takeover operating performance is lower for dictators' acquisitions, implying that dictators select targets that are less synergistic. Further, the market reacts negatively to the takeover premiums that dictators pay, implying that the premiums reflect overpayment for low-synergy targets.
These results highlight the avenues of value destruction in acquisitions by entrenched managers. Entrenched managers avoid acquiring firms that might reduce their level of entrenchment, fail to capture value-creating illiquidity discounts, make acquisitions that are less synergistic, and tend to overpay. We emphasize the importance of examining not just if, but why and how entrenched managers destroy value.
Appendix A Table AI: Variable definitions Variable Definition Abnormal returns and antitakeover provisions
CARs 5-day cumulative abnormal returns (%), calculated using the market model. The paper estimates market model parameters over days (-210,-11 ) using an OLS model. GIM Gompers et al. (2003) governance index; aggregates 24 antitakeover provisions.
Bidder characteristics Firm size measures
Log of total assets (item6); Log of market value (number of shares outstanding x price 11 days prior to announcement); Log of sales (item 12) Firm age Log of one plus the number of years a firm is listed on CRSP/Compustat database prior to current bid. Leverage
Book value of debt (item34 + item9) over total assets (item6) Free cash flow Operating income before depreciation
Market value of assets over book value of assets: (item6 -item60 +item25 x item199)/item6 Price-to-residualincome-value (PRIV) Price 35 days before announcement over residual income valuation (see Appendix B for more details).
Stock run-up
Bidder buy-and-hold-abnormal return over days (-210,-11) using the CRSP value-weighted index as the market return Volume Abnormal volume over days (-30,-11 Payment exceeding target's price 3, 11 or 35 days before the takeover announcement. The calculation is is: (Payment)/(Target Market Value) -1. The payment data is from SDC platinum. The target's market value is the market value 3, 11, or 35 days before the acquisition as obtained from CRSP by multiplying the share price and the number of shares outstanding. Table 1 Sample construction by announcement year and dictator/democracy groups Number of takeovers of publically listed targets completed between 1990 and 2005 by acquirer market capitalization, relative deal size, and 5-day cumulative abnormal returns (CARs). In this table, Dictators are firms with a GIM≥10. Democracies are firms with a GIM<10 and a non-classified board (CBRD=0). Median values are reported in parentheses.
Dictator (GIM≥10)
Democracy ( Table 2 Acquirer, target and deal characteristics Descriptive statistics for acquirer, target and deal characteristics as defined in Appendix A and B sorted by dictator/democracy portfolios. Dictators are defined as firms with a GIM≥10. Democracies are defined as firms with a GIM<10 and a non-classified board (CBRD=0). Median values are denoted in parentheses. Superscripts ***, **, and * denote a statistically significant difference between dictator/democracy acquirers, using a two-tailed test at the 1%, 5%, and 10% levels, respectively.
All
Dictator GIM≥10 Table 3 Acquirer CARs by organizational status, method of payment, and interactions Descriptive statistics for acquirer characteristics as defined in Appendix A sorted by dictator/democracy portfolios. Dictators are defined as firms with a GIM≥10. Democracies are defined as firms with a GIM<10 and a non-classified board (CBRD=0). Median values are denoted in parentheses, followed by frequencies, in brackets. Superscripts ***, **, and * denote a statistically significant difference between dictator/democracy acquirers, using a two-tailed test at the 1%, 5%, and 10% levels, respectively Frequency differences are tested with a Chi-square test.
All Dictator GIM≥10
Democracy GIM<10 &CBRD=0 All deals 0.301 -0.036*** 0.837 (0.118) Table 4 Predicting the target type Panel A examines the types of acquisitions made by acquirers who make more than one acquisition. The dependent variable in column 1 is the proportion of all deals after the first deal that are for private targets. Similarly, the dependent variables in columns 2-5 are the proportion of deals that are for public targets, subsidiary targets, private targets paid for using cash, and private targets paid for using stock. All models use a Heckman procedure to control for self-selection into making more than one bid. Dictator is a dummy variable taking a value of 1 if GIM≥10, and 0 otherwise. PRIV, leverage, free cash flow and Tobin's q are defined in Appendix A and B. Panel B examines the likelihood using logit regressions that an acquirer bids for a public target with a blockholder. The dependent variable in columns 1-3 (4-6) is equal to 1 if the target has a blockholder with holdings of 5% or more (greater than the median blockholdings level Table 6 Performance of mergers Panel A in the table reports the combined acquirer and target 5-day cumulative abnormal returns, where relative market values are used as weights, adjusted for toeholds held by the bidder. Panel B reports the industry-adjusted operating performance of merging firms from fiscal years -3 to +3. Operating performance is calculated as return on assets (ROA), defined as operating income before depreciation (Compustat data item 13) scaled by total assets. The operating performance before the merger is a weighted average of the acquirer and target, with the weights being their relative total assets measured at the beginning of the fiscal year. Dictator acquirers are defined as those with a value of GIM≥10. Democracy acquirers are defined as those acquirers with a value of GIM<10 and a non-classified board (CBRD=0). Superscripts ***, **, * denotes statistical significance at 1%, 5% and 10%, respectively. Table 7 Operating performance regressions The table reports the result of Healy, Palepu and Ruback's (1992) regressions for measuring the operating gains to mergers, where the mean industry-adjusted ROA over the 3-year post period is regressed on the combined acquirer-target industry-adjusted ROA for the fiscal year before the takeover (T-1). The regression intercept is an estimate of the operating gains to mergers. Dictator acquirers are defined as those acquirers with a value of GIM≥10. Democracy acquirers are defined as those acquirers with a value of GIM<10 and a nonclassified board (CBRD=0). Panel B reports the regression models with additional controls for acquirer size, book-to-market, a cash payment dummy (=1 for cash), a friendly dummy (=1 for friendly) and a related dummy (=1 if the acquirer and target are in the same Fama-French industry). Standard errors denoted in parentheses are adjusted for heteroskedasticity and acquirer clustering. Superscripts ***, **, * denotes significance at 1%, 5% and 10%, respectively. 
